MEMORANDUM ON THE REVIEW OF H.B. 159 - A BILL. FOR AN ACT TQ
ESTABLISH THE LEGAL AND REGULATORY FRAMEWORK,
INSTITUTIONS & REGULATORY AUTHORITIES FOR THE NIGERIAN

PETROLEUM INDUSTRY, TO E! LISH GUIDELINES FOR THE

OPERATIONS OF E UPSTREAM AND D TRE SECTORS AND
FOR PURPOSES CONNECTED WITH THE SAME
(THE PETROLEUM INDUSTRY BILL)
DELIVERED TO

THE HOUSE JOINT COMMITTEE ON THE PETROLEUM INDUSTRY BILL
2009 BY'T OIL PRODUCERS T E SECTION (OPTS) OF THE LA
BER OF COMMER: D INDUSTRY

Honourable Chairman and Members of this esteemed Joint Committee

We thank you for your kind invitation to present our views to the public hearings and
contribute to the consultative process on this extremely important legislation under
consideration by this Committee.

This Memorandum is presented by the Oil Producers Trade Section (OPTS) of the Lagos
Chamber of Commerce and Industry. The OPTS is the industry tepresentative body for the
oil and gas producing companies in Nigeria.

‘This review of the relevant petroleum and gas laws of Nigeria, coming 40 years after the
promulgation of the Petroleum Act in 1969, is necessary. The end product of such a review
should be a comprehensive update of the relevant laws to recognize and encourage the
evolution and growth of the oil and gas business, stimulate sustainable investment and
therefore increase revenues for the benefit of the people of the Federal Republic of Nigeria.

With this objective in mind, we have a number of concerns that certain provisions in the
proposed bill challenges the ability of the oil and gas industry, (whether indigenous,
international ot government owned), to continue investing in new exploration and
development projects and thus increase the revenues accruable to the Federal Government.
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Purpose of this Memotandum

While affirming its support for industty teforms, OPTS will share 2 number of specific
concerns on how certain provisions in the PIB challenge achieving these aims. We will
propose alternative solutions to meet those challenges within the context of the overall
reform ambitions.

We have structured the memo under the following headings:
®*  What and who is OPTS?
" We welcome reforms in the Nigerian oil and gas industry
" We have concerns about the impact of PIB on reform aspirations
* Our proposed solutions will achieve reform aspirations
*  Conclusion

Incomplete and different versions of the Petroleum Industry Bill

The OPTS submission considers only the PIB that was gazetted in the National Assembly
Journal, No. 47, Vol. 5 of December 29, 2008. However it is important to make two major
points about the draft PIB:

- 'The PIB under consideration is incomplete. There are refetences in the PIB to
Schedules 1 -10 of the PIB. These schedules have not been provided to stakeholdets to
enable them to make a full evaluation of the draft PIB. These schedules deal with fiscal
issues and proceedings of the various boards of agencies and thus may have a significant
impact on the overall evaluation of the impact of the Bill.

- Since the first Bill was submitted to the National Assembly by Mr. President in
December 2008, thete have been three significantly revised draft versions, each with a
different but equally onerous impact on investment profiles and revenues for the Federal
Government and the Industry. This has caused some difficulty in evaluating the impact
of the Bill, but a number of common negative themes exist in all vetsions.

Submission provided to the Joint Committee by FGN's Inter Agency Team

We wete informed that an Inter Agency Team (drawn up from NNPC, OGIC, FIRS, NEI'TI
and other government agencies) was formed to review the PIB and provide further
comments. The Inter Agency Team has been kind enough to provide OPTS, on July 23rd,
2009, with an advance copy of their proposed submission (the "Inter Agency Submission™),
to the National Assembly, presenting a proposed tevised PIB. In order to provide the Joint
Committee with full information, we have commented on the clauses in the Inter Agency
Submission which we believe will have a negative impact on the oil and gas industry.

The PIB is a complex document in excess of 200 pages with about 500 sections that will

reform the entire oil & pas industry as we know it today. It is designed to replace 16 different
laws and amendments in an omnibus manner. The changes and reforms praposed in the PIB
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are far reaching. This is also the case with the Inter Agency Submission. The impact from
both (although quite different) are very significant and thus both are addressed in this
memorandum. There are a number of second and third tier level issues that are also
important to the industry, which we have not been able to focus on in this memorandum in
the interest of addressing the major issues and therefore this document does not fully reflect
all our concetns on the PIB or on the Inter Agency Submission,

Annexes
The following annexes are attached to this memorandum:

Annex 1
Summary of Fiscal Terms for the Proposed Alternative Solutions

Annex 2
Summary sheets desctibing the key issues raised in this memorandum

Annex 3
Proposed alternative language for key PIB issue clauses

Annex 4
Proposed alternative language for key issue clauses in the Inter Agency Submission



WHAT AND WHO IS OPTS?

OPTS is a private sector group under the umbrella of the Lagos Chamber of Commerce and
Industry, representing the interests of oil and gas producing companies. The following
indigenous and international oil companies are membets of the OPTS:

®  Addax Petroleum Development Co. (Nig) Ltd
= Nigerian Agip Oil Company Ltd

* BG Exploration & Production Nigeria Ltd

® Chevron Nigeria Ltd

* ConocoPhillips Nigeria Ltd

® Conoil Producing Nigeria Limited

Dubri Oil Company Limited

Mobil Producing Nigetia Unlimited

* Pan Ocean Oil Company Nigetia Limited

® DPetrolco Brasileiro Nigeria Limited

®  Shell Petroleum Development Co. Nig. Limited
= Statoil Nigeria Limited

®  Sunlink Petroleum Limited

® Total E & P Nigetia Limited

Members of OPTS operate and produce the majority of Nigetia’s oil and gas production
either in partnership with NNPC, or with other local and international interest holders.

The joint ventures between some of our members and the National Petroleum Nigerian
Cotporation are the cornerstone of the exploration, development and production of
Nigeria’s petroleum resources. The world wide expetience of these companies have been
integral in developing Nigeria’s reserves base and increasing the revenue base of this country.
They have been instrumental in prospecting in the Inland basins and took a major
exploration risk in the frontier areas of the deep offshore blocks when they entered into the
production sharing contracts in 1993. It is pertinent to recall that these contracts entered
into at the time when oil prices were less than $20 represented a real challenge at that time
for an unknown environment.

Indigenous operators have played a key role in the Nigerian oil and gas industry and as a part
of OPTS and we are proud to have represented their interests over the years. It is a matter of
concern that after 50 years as an oil-producing nation, Nigerian indigenous companies
account for only 3% of daily oil production. This memorandum contains proposals to
address this matter. It is our expectation that in due course, OPTS will be increasing its
membetship as more Nigerian companies come on stream as a result of properly applied
reforms.

We are also major contributors to the Sustainable Development programs both within our
operational areas and the wider Nigeria through intensive Cotpotate Social Responsibility
plans carried out by all our members in the key areas of infrastructural development,
healthcare and educational access through scholarships. These CSR and SD programs are
aimed as a complement to the role of the Federal and State Governments in providing basic
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infrastructures and services to the Nigerian people through a judicious use of the taxes and
toyalties paid to the Federation Account by our members. Our contributions through
NDDC ate over $200 million per annum and ditectly through our community projects in the
order of $150 million pet annum.

The OPTS has actively supported FGN objectives to: (a) Energize the gas sector, (b) Grow
crude oil capacity, (c) Reform institutional framework and (d) Enhance the linkage to the
broader economy.

Recent accomplishments in these areas include:

(a) Energizing the gas sector: The industry grew gas production by 90% in the last 5 years
(from 1.9 to 3.5 bef/d). In the last two yeats alone, we have invested over 5 bln USD in gas
developments and put two power plants into operation. We plan to spend another 15 bln
USD on gas and power plants over the coming years.

(b) Growing crude oil capacity: Our multi billion dollat investments in the deep offshore
mega projects have led to an additional oil production of more than 600,000 barrels/day
with more production coming on stream. The industry plans to invest over 80 bln USD in
oil projects over the coming five years.

(c) Reforming institutional framework: The industry strongly subscribes to the FGN
efforts to increase transparency and accountability over Government revenues (for cxample
via NEITT). We have advocated strongly for the creation of a commercially competitive
NOC with a clear separation of operational and regulatory activities.

(d) Enhancing the benefits to the broader economy: The industry employs more than
20,000 Nigerians ditectly, and many more indirectly. We sponsor universities, vocational
institutes and provide 25,000 scholarships annually. We work closely with communities,
NDDC and local and State Governments to voluntarily provide millions of dollars annually
to build infrastructure, provide health care and supply of electricity and potable water. In
addition, jobs and contracts provided to our community and through Nigerian contractors
and money spent in the Nigerian economy for goods and services, has a significant
multiplier effect as it allows local companies to develop capacity and provide employment.

OPTS WELCOMES REFORMS IN THE NIGERIAN OIL & GAS INDUSTRY

OPTS aligns with the broad objectives as stated by the Oil and Gas Reform Implementation
Committee (OGIC) in their July 2008 report:

® Maximization of the nation’s economic rent from the Qil and Gas Sector while not
jeopardizing the growth and development of the industry

" Separation and clarity of roles between the different public agencies operating in the
industry

* Infusion of strict commercial orientation in all relevant aspects of the industry
© Increased transparency, accountability and ensuring processes are auditable
o Fostering an enabling business environment with minimal political interference
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® Reposition the nation’s Oil and Gas industry in view of contemporary challenges
within the sector both globally and in the domestic sphere

® Meeting the nation’s needs for fuels at a competitive price
Maximization of local content and development of Nigerian capacity

* Diversification of the economy

The Federal Government has a stated intention to be one of the top twenty world
economies by the year 2020. The oil and gas industry is the linchpin of new and continued
national GDP growth. To enable this target to be achieved, the proper enabling environment
must be created.

OPTS has been advecating change

OPTS has been in the forefront in seeking reforms to address inefficiencies and challenges
in the current system. Two examples of these inefficiencies that need to be addressed are:

- The Joint Venture funding crisis
The funding crisis in the Joint Ventures has been a major problem towards achieving
Government goals for domestic gas and increasing crude oil production and reserves. As
a result of shortage of funds, very little Joint Venture exploration has taken place in the
last few years with a very negative impact on reserves replacement. New production
projects have proceeded very slowly and have had to be financed by industry via
alternative funding solutions as provided by the private sector operator. Gas projects
that would have provided Domestic gas have been adversely impacted by the
Government’s inability to fund their majority share of the projects resulting in such
unfunded projects being put on hold.

- Procurement and Contract approval cycles
A major cost issue has been the length of time it takes to approve and award any
contracts for services or procurements that need to go through the NOC’s approval
process. In Angola and Venezuela, the contract approval and award cycle averages 6 — 7
months. In Nigetia, it is not unusual for a contract award cycle to take 24 months.
Contractors build this approval period into their costs, or ask for the prices to be re-
negotiated as being out of date, with the results that the Nigerian industry is unable to
react quickly to changing conditions and is burdened with higher costs than occur in
similar jurisdictions.

Industry has made a number of proposals to Government, NNPC and the National

Assembly on these issues. We have actively supported the creation of a business-oriented

commercially focused NOC. This will promote better business, operational and technical

pattnerships, the type that many of our members have with NOCs in other countries.

OPTS supports many concepts proposed within the PIB

- OPTS suppotts the refotms of the regulatory structure.
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We support an independent Nigerian Petroleum Inspectorate armed with sufficient
resoutces to be an efficient upstream regulator.

We support separation and clarity in definition of regulatory roles. It is important
that no agencies be created that have overlapping functions with another regulator.
We support the separation of the commetcial and regulatory roles of the NOC
with its regulatory functions devolved to the Inspectotate and other regulators as
appropriate.

- OPTS supports the Incorporation of the Joint Ventures

We suppott the formation of incotrporated joint venture companies (I-fVs), able to
retain necessary cash flows, retain earnings for future investments and able to raise
third party financing.

We supportt PIB provisions that allow partners to the I-]Vs to negotiate its
shateholder and other agreements that govern and protect shareholder
investments. Shareholder agreement governance should not be cast in legislation.
Balanced governance that protects NOC’s right to veto major decisions and
ptovide comfort to banks that commetcial decision-making is a critical driver to
attaining the I-JV’s future growth plans.

However, items that need to be addressed include:

Issues that impact the bankability of such [-]JVs, such as the World Bank negative
pledge need to be propetly addressed either by legislation or by agreement between
the parties to the [-]Vs. Additionally, government legislative requirements also
impact bankability and key principles such as the right independent dispute
resolution are imperative.

Appropriation of sufficient funds from all the sharcholders (including the NOC)
for the transition and start up period of the I-]Vs until the earnings of the I-]Vs are
able to support external financings.

A transition petiod that promotes business continuity and does not threaten the
integrity of the underlying production and cash flows is essential. Given the
challenges in complex organizational transformational processes, it can take about
36 months to set up the I-]V.

Indigenous Companies issues needs to be fully addressed in the PIB

While the PIB provides for reduced royalties for small producers (<5,000bpd) and small
field allowances for marginal field ptoducers, it does not broadly suppott the growth of all
indigenous companies with specific ptovisions. The PIB does not consider the Indigenous
Operatorship Bill which was in the legislative process since 1999 and passed by the last
National Assembly.

Gas projects by indigenous companies are also equally or more adversely impacted by
removal of gas cost consolidation with oil revenues. This policy needs to be reviewed to
support gas flare reduction and for domestic gas projects to proceed.

OPTS supports the Government proposal to give marginal field operators title to the
acreage covered by the marginal field.
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OPTS HAS GRAVE CONCERNS OVER A NUMBER OF KEY PROVISIONS IN
THE PIB

Process Employed to Evaluate Impact of PIB

- OPTS hired independent world renowned consultants to develop industry models
(based on company long term business plans) to determine the financial impact to
government and industry of the PIB fiscal provisions. A minimum rate of return of 15%
on investments was used for project investment cut-off for modeling purposes.

- The consultants were provided data by each participating company on a confidential
basis on their long term busincss plans. The veracity and integrity of each company’s
data set was assured by that company. For anti-trust and competitive putposes, no
participant was given access to any other company’s data set. The consultants
aggregated the data and provided OPTS with their independent results. OPTS is
prepared to share this data with the National Assembly consultants.

PIB Impact on Nigerian Economy

- OPTS financial modeling (based on our collective long tetm business plans) shows that
the terms of the PIB will not achieve the FGN aspirations. Neither sustainable oil &
gas production including Domestic Gas, not growth in reserves including Domestic Gas
can be achieved.

- Our analyses show most new investments will not meet the 15% minimum economic
return threshold, resulting in a drop in investments in the petroleum sector by
approximately §52 billion.

- There will be a reduction of $39 billion of capital expenditures spent in Nigeria and
about $11 billion of Nigerian operating expenditures that will not flow into the local
economy.

This represents a significant loss of development of local contracting capacity, to local
communities in terms of employment, capacity development and local entrepreneurship.
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Fiscal Provisions

OP1S would like to note that while it recognizes government has the right to change law,
such changes in law should consider the impact on existing contracts and the level of past
investments. As such, the government should provide selective saving provisions for
existing assets and those projects that have reached FID and are currently under
construction.

The fiscal provisions in the PIB underpin the investment decisions made by each investor.
It 1s important that there be clarity in the provisions, that the fiscal regime be stable and that
there be proper balance between the Government’s entitlement to the best possible cash
flow and the ability of the investor to make an acceptable return on their investments. Some
major areas of concern are addressed hereunder.

Gas and power growth at risk as many new gas developments not economic
Domestic Gas will be especially negatively impacted. Gas development is in its infancy and
large investments in this growth sector were projected over the next ten yeats as a result of
the Gas Master Plan based on an anticipated increase in DomGas prices (from $.20 today to
§1.00 in 2012), introduction of the Domestic Gas Aggregator and resolution of funding,
infrastructure and credit risk issues.
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The loss of current incentives and higher royalties and tax will stall the growth of the gas
and power sector and will reduce foreign direct investments by about $22 billion over the
next 10 years. These figures do not take into account the multiplier effect of lesser than
planned power growth and lower investment on the Nigetian economy.

As gas export contracts are typically 20 years ot longer, the newly introduced lease
relinquishment legislation will mean that upstream producers can no longer live up to theit
long term contractual supply commitments. To fulfill these requirements upstrcam
producers need to maintain the acreages containing the gas reserves to be developed and
produced throughout the life cycle of the gas supply contracts. A portion of the gas
production at risk has already been sold under binding long term gas and LNG sales
contracts to international buyers in 2 wide vatiety of countries.

JV Gas Volumes, MMscfd
(Domestic & Export)
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New Deep Water PSC projects become uneconomic

Evolution of the PSC in Nigetia

"To launch Nigeria's deepwater exploration, development and production in a frontier, high
risk envitonment, employing new technology, in times of low oil prices (~$20 bbl) the 1993
PSC was introduced to encourage investment. That initiative has been successful and FGN
achieved its objectives in growing oil production.

In fact, Nigeria’s only recent oil production growth has been driven by the start-up of
multiple, world class deep water development projects. Deep water developments have
added approximately 600,000 bopd.

As deepwater PSCs have become more established, FGN has introduced more stringent
deepwater PSC terms over several yeats to inctease government cash flows.
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Evolution of Key Revenue Sharing Under PSC Terms

4
1993 PSC 2000 PSC 2005 PSC 2006 PSC*

* Royal

OI :ywoom 0% 0% 8% 8%

= B00-1000m 4% 4% B% 8%

- B00H00M 8% 8% 8% 8%

= 200-500m 12% 12% 12% 12%
- Cost Recovery Ceiling (max.) 100% 100% 80% 80%
+ Petroleum Profit Tax (PPT) 50% 50% 50% 50%
 Investment Incentive ITC ITA ITA ITA

= Profit Qil Declining wi;lh Cumulative groduction Declining with R- Factor
— FGN Min. gij% 0%

- FGN Max. 60% 85% 75% 5%

*Requires additional
infrastructure investment

Investment Tax Credit (ITC)

Investment Tax Allowance {ITA)

Production Sharing Contract g’SC)

R Factor = (Cumulative Cost Recovered + Cumulative Contractor Share of Profit) / (Cumulative
Cantractor Investment)

Nigerta PSC Decree Review

Projected new PSC projects are a smaller resource size, are more complicated, and are mote
costly than the larger existing fields. With the harsher tetms introduced pursuant to the
2000, 2005, 2006 PSC terms new investment in deepwater projects has been constrained.

Under PIB terms, none of the new deepwater projects would be economic. Investments in
these new projects will not generate a reasonable economic return as modeled in accordance
with the proposed new fiscal terms. The combination of higher royalties and taxes
repositions Nigeria as a country with one of the highest government takes world wide for
PSCs.

The table below illustrates the significant change in the Nigerian government take percentage
pre-PIB as compared to multiple PIB versions that were analyzed — along with a comparison
of several benchmark countries. Post PIB Nigetria would have the most onerous
government take among the peer group.
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Inter-Agency committee submission will move Nigeria PSC regime among
the most strict offshore regimes in the world
Government take of remaining portfolic 2009, NPV at oil price 60 US$/bbl

Counti Government take (%)' on overall portfolio
y pol
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Proposed JV terms in the PIB are extremely onetous on the IOCs

The current JV oil regime is already one of the highest government takes globally at 92%
including Government take from taxes and royalty at 82% and the NOC share of 10%. The
8% I0C take is low given the expenditures and risks involved in the oil and gas industry.

The new JV terms as proposed in PIB further increases government take to 98% leaving
only 2% to Industry. This moves the JV oil regime to an extreme level of government take
world wide.

Most of the gas resources available from DomGas are located on existing oil leases and are
in conjunction with oil operations.

JV Oil returns are required to provide the investment capital needed for JV Gas projects.
As such, the loss of this JV revenue has the further knock-on effect of eliminating a major
source of revenue required to support the DomGas growth aspirations.




The table below illustrates how the “aggregate” of the PIB JV oil fiscal terms positions
Nigeria relative to other benchmark countries on the basis of government take.

Nigeria JV regime is along the most strict concession regimes in the
world, PIB will make this even worse
Government take of remaining portfolio 2009, at oil price 60 US$/bbl
Country Government take (%)' State equity share
Equatorial Guinea :l 33 20%
Ghana | 50 10-25%
UK |ss -
Kazakhstan HES 0-100%
Alaska ] s0 :
Russia ] 67 0-100%
Venezuela ] 71 >50%
Norway | T4 39%
Oman 1 17
Angola | 78 ) 20-25%
Nigeria pre PIB2 887 (82) 55-60%
Nigeria (gazetted version)? 90* (92) 55-60%
Nigeria (OGIC proposal)? 913 (83) 55-60%
Libya JEE] 50-75%
UAE Abu Dhabi . ]24 60%
1 Government take = government cash flows (exciuding NOC squity share) | {revenuos — opex — capax)
§ Covarament ok ot Ol ey o 560 S0 3151 S s comtaned s 82051 %

Wondmac [ t Nigeria numbers which are based on industry modeling) 1

Taxation at OML level is inefficient and costly

A major issue is the proposed taxation at OML level instead of at company level. OML level
taxation results in the filing of individual tax returns for each license area, allocating costs
across multiple licenses, timewriting of employees for time wotked to each area, etc.
Creating and maintaining tax and financial accounts per OMI, creates inefficiency,
bureaucracy and additional unnecessary complexities. Taxation at the JV level eliminates
these inefficiencies and enables stand alone fields, such as satellite ficlds, to be tied back
into existing projects thereby making such fields economic and increasing reserves.

Bankable I-JVs

The Bill requires the current JVs to convett to I-JVs. OPTS members have expetience in I-
JVs in Nigeria (NLNG) and in many other junisdictions around the world (i.e. Qatar,
Malaysia, Kazakhstan). This experience enables a full understanding of the complexites of
converting on going concerns into I-JVs in a precipitous manner. As previously stated we
support the transition to the I-JVs as it has the ability to resolve industry's funding issues,
but it needs to be done in an efficient manner within correct parameters. One of the major
issucs is for the ability to be self-funding. This requires the new I-JVs to be able to retain
sufficient earnings for re-investment and debt repayment.
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The proposed new fiscal terms significantly reduce I-JV cash flows leaving it with
insufficient funding for investment in new projects and debt repayment. Fot an I-]V to be
bankable, lenders consider the following:

- Ability to repay the loan; certainty of cash flows

- Existence of a stable investment climate

- Predictable fiscal regime

- Ability to pledge assets/future production

- Operator track record/ability /reliability

- Credit rating/track record of borrower / history of loan repayment

Based on the above, the PIB will severely challenge the bankability of the I-] V.
Non-fiscal Issues
Major non-fiscal issues include:

e Licenses and Leases
* -]V provisions

BVA provision

Discretionary Powers of Minister/Agencies

Dispute resolution

Measurement point/ Midstream Definition

Penalties for failure to meet Domestic Gas Supply Obligations
Community Obligations

Role of NOC

The significant non-fiscal issues identified in the PIB ate discussed under the heading "Non
Fiscal Solutions” below.

OUR PROPOSED SOLUTIONS WILL ACHIEVE REFORM ASPIRATIONS
FISCAL ISSUES AND SOLUTIONS

The establishment of an optimal fiscal regime needs to consider the needs of both
government and industry and it is the balancing of both of these, sumetimes conflicting,
objectives that is essential. For example, the balancing of government's need of maximizing
its cash flows from royalties and taxes with industry's need for a reasonable rate of return.

Multiple negative fiscal parameters and taxes challenge performance under the PIB
Performance is being challenged not by one or two particular parameters, but by the
aggregate effect of multiple negative parameters and taxes: Nigerian Hydrocarbon Tax and
Company Income Tax Act, removal of investments allowances, increased royalties, dividend
tax, fiscalized crude levies, NDDC contributions, education tax, removal of deductibility of
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interest, cost recovery caps, reduced profit tranche levels, reservoir size — both large and
small accumulations.

We do not have an issue with any particular tax or royalty that the Government has
proposed.

"The issue 1s the impact and magnitude of all the taxes when aggregated togethet and the
substandal increase in the royalty rate proposals (for example, up to 50% royalty
proposed in the Interagency Team Submission) that collectively chokes the industry. An
example as earlier stated is that IOC cash flows from the JVs is reduced to 2% under the
PIB terms. This is not an incentive to continue to invest,

High Level Principles Employed to Shape Potential Solutions

OPTS used several high level principles and the Laffer curve concept — as shown below - to
develop and propose potential solutions for all issues including gas, PSC’s and JV vil that
would meet the objectives of both Government and industry in achieving the following:

Supporting overall FGN aspirations
Growing oil production by allowing for reasonable economic treturns on oil investments

Advancing DomGas aspitations by providing sufficient enablers to promote investment
and also growing export gas

Utilizing a balanced fiscal regime to increase investment in production and reserves
Establishing reasonable, stable and predictable fiscal and non-fiscal terms and regulations
Creating a commercially viable and bankable I-]V.

Growing overall revenue sources and tax base by encouraging incteased investments

The Laffer curve portrays the optimal solution space concept

T
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We propose hereunder, illustrative ‘success cases’ for gas, PSCs and non-fiscal.

In each instance, OPTS is proposing one possible fiscal solution success case. We
recognize that there could be others, based on adjustments in modeling of the various
fiscal levers.

The key is the combined impact of all factors to allow for balance between growth and
increased government revenues

Development of Potential Solutions

Below are the impacts - from the FGN petspective - of applying a “set” of potential fiscal
solutions for gas, PSC’s and JV oil. The key fiscal parameters and assumptions used in the
analysis for gas, PSC’s and JV oil are summarized in Annex 1.

OPTS selected the “aggregate combination” of fiscal parameters for the various cases by
applying the above high level principles; by addressing the need to allow for an increased
government take and by preserving Industry growth opportunities. It is recognized that
multiple solutions and combinations exist to arrive at a final solution.

Gas: potential success case

OPTS supports FGN’s aspirations to achieve a significant increase in domestic and export
gas production. OPTS also has a portfolio of opportunities capable of delivering on
DomGas aspirations provided the following items are collectively addressed:

Project economics are satisfactory

Commercial framework and instruments are put in-place

Gas infrastructure development and upgrades are implemented.

Cost or tax consolidation of gas Capex with oil revenues is maintained

Post PIB, gas production grows to 5.3 befd, whereas in our proposed case gas production
would grow by 8.9 befd to 10.1 befd in 2020, based on the parameters in Annex 1, and
attracts an additional investment of approximately 11 bln USD. This investment in gas and
the associated powet development will help accelerate the economy through the local
content spin-off and the multiplier effect of power.

These proposed terms balance income to FGN and generate investor returns such that
domestic gas can be developed in an economic and sustainable mannet. In the absence of
market-reflective prices for domestic gas, fiscal enablers would need to be considered to
make gas projects economic and to encourage growth of the sector.

The Nigerian Gas Master Plan provides for domestic gas floor price escalation over a period
of time to $1.00/mmbtu by 2012, While progtessive, this level of price increase alone will
not support commercial gas projects and so fiscal enablers will be required until full market
pricing.

Furthermore efficient gas delivery in the domestic matket tequires massive investments in
infrastructure for evacuation of gas and associated liquids. Considering the regulated
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domestic gas prices, fiscal incentives are required to ensure tax recovery of the huge funds
required for this undertaking. There is also a need to have in place a comprehensive
commetcial framework and instruments to support an efficient domestic gas matket. Until
these are in place satisfying FGN's domestic gas supply obligations and power aspirations
will remain a challenge.

PSC’s: potential success case

Applying the fiscal terms from both the PIB and the Inter Agency Team Submission results
in no new future developments being economic as the rate of returns on investor
investments falls significantly below the minimum acceptable level.

Application of our success case will have a major positive impact for the PSCs — as
compared to the Inter Agency Team Submission

¢ Oil Production doubles and increases by 270 kbpd (from 270 to 540 kbpd, 2020)
® Investment increases by $35 billion

® Cumulative Cash Flow to FGN will increase by $19 billion

JV Oil: potential success case
Already at one of the highest government takes globally, based on today's terms, JV Oil
should not be subject to any incremental tax or royalty increases.

The proposed new JV terms under the PIB need to be reconsidered. OPTS tecognizes the
sovereign right of the Government to review its cash flows and change law, but at a certain
point, the impact of increasing the Government Take becomes negative as partners move
their money into other jurisdictions or sectors with better returns. Our proposal is that there
be no further aggregate tax or royalty increase in the JV oil regime. The forms of taxation
(Le. PPT versus NHT + CITA) could change but the combined overall rate should not be
mcreased.

V investors, who are continuing to invest in new [V projects, should be entitled to receive a
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reasonable return for the funds invested and risk undettaken in sustaining and growing JV
production.

NON-FISCAL SOLUTIONS

Licences and Leases

Some of the PIB provisions for license and lease will lead to inefficiency in ptoduction of oil
and gas.

Separation of oil and gas leases and licenses

The PIB provides for separation of oil and gas licences and leases. This separation means
that the licences are less efficient to opetate leading to major exploration and opetational

bottlenecks.
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